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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

COHEN, Judge: |In these consolidated cases, respondent
determ ned the foll ow ng deficiencies, additions to tax, and

penalties with respect to petitioners’ Federal incone taxes:
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David W and Connie L. Swanson (Docket No. 550-00)

Addition to Tax Penal t vy
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
1993 $144, 841 - - $28, 968
1994 278, 548 - - 55, 710
1995 414, 030 $41, 403 82, 963

FSH Services, R Richard Evans, Trustee (Docket No. 551-00)

Addition to Tax Penal t vy
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
1993 $186, 002 $46, 501 - -
1994 311, 953 77,988 - -
1995 434, 977 - - $86, 995

Unl ess otherw se indicated, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice of

Pr ocedur e.

Respondent concedes that if FSH Services is disregarded for
Federal tax purposes, it should not be subject to deficiencies,
additions to tax, or penalties. After trial, respondent
submtted the follow ng revised conputations of the anmounts at
i ssue, attributing the inconme in issue to David W and Connie L
Swanson (col |l ectively, the Swansons) and taking into account

respondent’s concessions as to deducti ons:

Addition to Tax Penal t vy
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
1993 $17, 068 - - $3, 413. 60
1994 95, 913 - - 19, 182. 60

1995 191, 486 - 0- 38, 297. 20
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After concessions, the issues for decision are: (1) Wether
the burden of proof has shifted to respondent under section 7491,
(2) whether FSH Services is disregarded for Federal tax purposes
and its incone for the years in issue is attributed to the
Swansons; (3) whether the periods of |imtations on assessnent
expired before the deficiency notices were sent; (4) whether the
Swansons are |iable for self-enploynent tax on inconme from FSH
Services; (5) whether the Swansons are entitled to deductions in
excess of those allowed by respondent; (6) whether the Swansons
are liable for the accuracy-related penalty under section
6662(a); and (7) whether the Swansons are |liable for a penalty
under section 6673.

The ternms “trust”, “trustee”, “settlor”, and other related
terms are used in this opinion for conveni ence and are not
intended to be conclusive as to the characterization of FSH
Services for Federal tax purposes.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference. The
Swansons resided in California and FSH Services had a mailing
address in California at the time their petitions were filed.

David W Swanson (M. Swanson) and Connie L. Swanson (Ms.
Swanson) are married and have five children. The Swansons are

wel | educat ed, each having a bachel or of science degree in
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mechani cal engineering from California Polytechnic State
University, San Luis Obispo. From 1983 to 1991, M. Swanson
wor ked for Hew ett-Packard Co. (Hew ett-Packard), first as an
engi neer and then as an engi neer manager. Wanting to start his
own engi neering consul ting business (the business), M. Swanson
began i nvestigating which formof business entity would best suit
hi s needs.

In the sumrer of 1991, M. Swanson net with R R chard Evans
(Evans) to discuss the possibility of running the Swansons’
forthcom ng business through an “uni ncorporated organi zation in
trust fornf. The Swansons decided to establish their business in
this trust form and on August 8, 1991, Cache Properties
Unlimted (Cache), as naned settlor, created FSH Services for
t hi s purpose.

One hundred shares called “capital units” represented the
beneficial interest in FSH Services and were nenorialized on a
docunent called the trust certificate. In exchange for all 100
capital units, Cache purportedly transferred a corpus to the
board of trustees, which at that tinme consisted only of Marcia
Doerr (Doerr). According to the trust instrunment, referred to as
the Declaration of Trust and Indenture (indenture), FSH Service’'s

cor pus consi sted of:
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Personal Property

Received  $100
Received  $200
Pai d Qut $200

The record is not clear as to many details of the
transaction, including who received the $200 “paid out”. It
appears that Cache contributed the $100 “received”, and Doerr
transferred all 100 capital units to Cache at this tinme. The
Swansons contributed the $200 “recei ved”, also in exchange for
the 100 capital units, even though the trust certificate
designated all 100 capital units to Cache. No other noney or
property was put into the trust at its creation.

Shortly thereafter, the Swansons further funded the trust
with approximately $3,400 to “get it going”. On Cctober 9, 1991,
Doerr transferred 97 capital units to the Swansons and 3 capital
units to three of the Swansons’ children fromthe 100 capital
units held by Cache. There is no record that Cache received
remuneration for transferring its capital units.

Al so on October 9, 1991, Doerr appointed the officers of FSH
Services, as follows: M. Swanson, general manager; Ms.
Swanson, treasurer; Vernon Tritchka (Tritchka), assistant nmanager
and secretary; and Gary McLeod (MLeod), protector. The
i ndenture provided that no officer could be renmoved “w t hout
thirty days witten notice given prior to such renoval”. The

i ndenture al so provided that MLeod, as protector, is the
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“internal guardian of the fiduciary obligation of the Trustees
toward the Capital Unit Holder(s)” and that he has the power to
access all the records of the trust.

At the sane tinme, Doerr appointed Evans cotrustee of FSH
Services, and he served in that capacity for the years in issue.
VWhile still serving as treasurer, Ms. Swanson replaced Tritchka
as assi stant nmanager on Septenber 30, 1992. On February 20,
1994, Evans replaced Doerr as executive trustee, and he appointed
Susan O Brien (O Brien) cotrustee. Wth respect to appoi nt nent
of trustees, the indenture provided the follow ng:

Shoul d there remain no Board to appoint a

Successor Trustee, the Protector shall appoint one

Trustee, or else the Capital Unit Holders may apply to

a court of conpetent jurisdiction to appoint one

Trustee; who shall then have power to appoint other
Trust ees.

The i ndenture and additional trust provisions contained
within the mnutes granted all the officers and trustees
authority to nmanage operations of the trust and have signature
authority of its bank accounts. The indenture also provided that
full health coverage and educati onal expenses of the officers and
certificate holders could be paid for by the trust.

The business initially operated out of a converted bedroom
at the Swansons’ residence. In 1993, the Swansons built a
freestandi ng workshop on their property that FSH Servi ces used
for the business and M. Swanson used for his own commerci al

enterprise. FSH Services paid rent for its use of the residence
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and wor kshop and al so paid one-quarter of the Swansons’ utility
bills.

FSH Services treated the Swansons as independent contractors
and not as its enployees. Personal expenses of the Swansons were
nonet hel ess paid by FHS Services, including famly neals, nedical
and dental expenses, braces for at |east one child s teeth, and
their children’s school tuition. These personal expenses were
cl ai mred as deducti bl e expenses of FSH Servi ces.

Ms. Swanson did the bookkeepi ng and kept the records for
FSH Services. For the years in issue FSH Services had six bank
accounts, including an “incone” account and an “operations”
account, and all the accounts used the Swansons’ honme address as
their mailing address. Ms. Swanson earned $100 a year in her
capacity as bookkeeper, treasurer, and assistant nanager of FSH
Servi ces.

M. Swanson quit his job with Hew ett-Packard in early 1992
to concentrate on the business full tine. As the general manager
of FSH Services, M. Swanson found custoners, nade proposals, and
reviewed contracts. He also found and hired other engineers for
FSH Servi ces, whom he managed and assigned work. On many
contracts he worked as an engineer as well. M. Swanson’s
reputation as an engi neer/ manager and his expertise, contacts,
and goodwi || attracted the clients of FSH Services. For the

years in issue, M. Swanson secured contracts with |arge
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conpani es such as Hewl ett-Packard, Gradco USA, Inc., and Proxina
Corp. M. Swanson earned $500 a year in his capacity as general
manager of FSH Servi ces.

During the years in issue, M. Swanson al so worked outside
of FSH Services in his personal engineering business. M.
Swanson deci ded whi ch engi neering jobs he worked through FSH
Services and which jobs he personally perfornmed. In the sane
wor kshop shared by FSH Services, M. Swanson invented products
that he patented to hinself. He received substantial |icensing
fees through his patents during this tine.

After the business was up and runni ng, Evans purportedly
i ntroduced M. Swanson to an Englishman nanmed Bernard Putz
(Putz). Putz clainmed to represent an offshore trust in Gbraltar
called the Loire Trust; he allegedly offered to capitalize FSH
Services up to $200,000 if the Swansons would transfer their
capital units to the Loire Trust. On Novenber 16, 1992, the
Swansons transferred one of their capital units to another of
their children (for a total of 4 capital units in their
children’s nanmes) and their remaining 96 units to the Loire Trust
i n exchange for an oral promse fromPutz of a |loan. The |oan
never occurred, and the Swansons never attenpted to get their 96
units back fromPutz or the Loire Trust.

The O Brien Goup, a tax services business owned and

operated by O Brien, prepared FSH Services’ tax returns for the
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years in issue. FSH Services was listed as a sinple trust on its
Forms 1041, U.S. Inconme Tax Return for Estates and Trusts, for
1992, 1993, and 1995, and the “Type of entity” box was |eft
unchecked for 1994. As of June 1997, Internal Revenue Service
(I'RS) records did not show these tax returns as having been filed
by FSH Servi ces.

Schedul es K-1, Beneficiary s Share of Incone, Deductions,
Credits, etc., attached to the tax returns showed FSH Services as
havi ng made beneficiary incone distributions to the Loire Trust
as follows: $51,789 in 1993; $225,813 in 1994; and $369, 221 in
1995. However, there is no record that FSH Services ever nade
any distributions to the Loire Trust. FSH Services reported no
ot her beneficial distributions, and the Swansons wai ved their
children’s rights to trust income for the years in issue.

On their Fornms 1040, U.S. Individual Incone Tax Return, the

Swansons reported the follow ng:

Year G oss | nconme Taxabl e | nconme Total Tax
1993 $87, 471 $59, 330 $20, 917
1994 86, 393 57,014 20, 666
1995 94, 258 61, 364 21,178

The Swansons wote the phrase “coactus feici” (sic) in the jurat
box of their tax returns for the years in issue. The O Brien
G oup prepared the Swansons’ 1995 tax return.

The IRS audited petitioners’ returns for the years in issue.

The I RS reconmputed FSH Services’ gross receipts using a bank
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deposit analysis. The IRS determ ned that FSH Services’ net
t axabl e deposits were $415, 365.83 for 1993, $726, 956.22 for 1994,
and $983,721.96 for 1995. After concessions, these anbunts were
reduced to $53, 359. 44, $256, 049. 54, and $481, 466. 84 for 1993,
1994, and 1995, respectively. For reasons set forth below, and
inrelation to petitioners’ statute of limtations argunent,
t hese reduced anmounts represent anmounts properly includable on
but omtted fromthe Swansons’ returns.

Revenue Agent Hi ggins (H ggins) conducted audit interviews
with M. Swanson and his agent, O Brien. Wen asked questions
regardi ng FSH Services, M. Swanson refused to explain the
Swansons’ cl ose connections with the trust other than his
position as general manager. In a followp interview, M.
Swanson and O Brien refused to talk with Hi ggins and demanded
that he be replaced on the grounds that M. Swanson had filed a
| awsuit against him Revenue Agent Lee (Lee) replaced Higgins
and conducted a third interview M. Swanson and O Brien refused
to answer many of Lee’s questions, and they made insulting
comments to and about Lee.

Hi ggi ns al so conducted an interview with Evans (acconpani ed
by OBrien as his agent) regarding FSH Services. Evans refused
to answer many questions at the interview, asserting his Fifth

Amendnent right against self-incrimnation.
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The I RS sent a notice of deficiency to the Swansons on
Cctober 12, 1999. Deficiencies were determned for the years in
i ssue on conclusions that: 1) The Swansons i nproperly assigned
their income to FSH Services; or, alternatively, 2) FSH Services
is a shamtrust with no econom ¢ substance and is disregarded for
Federal tax purposes; or, alternatively, 3) FSH Services is
determ ned to be a grantor trust under sections 671-677, and its
incone is taxable to the Swansons. The adjustnents reflected in
the notice included unreported gross receipts derived fromthe
bank deposit anal yses and di sal | owance of item zed deducti ons.

By a separate notice of deficiency sent to FSH Services, the
| RS determ ned deficiencies for the years in issue primarily
because of unreported gross receipts. Oher adjustnents for 1995
i ncluded nodifications to expenses clainmed on Schedule C, Profit
or Loss From Busi ness, and di sall owance of the incone
di stribution deduction.

After the years in issue, the Swansons di scovered checks
di sappeari ng and unexpl ai ned anounts being wi thdrawn fromthe FSH
Services’ bank accounts. Evans refused to respond to questions
regarding these matters. M. Swanson brought a copy machine to
Evans’ s honme and copied the FSH Services records that were stored
there. Upon investigation, the Swansons found that Evans had
witten several checks that were unaccounted for in the

bookkeepi ng. The Swansons objected to Evans’s behavi or and,
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along with O Brien, requested that Evans resign as trustee
Because Evans did not agree to resign, they demanded that he
surrender FSH Services’ checkbooks, which he did. The Swansons
| ater transferred the business out of FSH Services and into a new
entity, Maxim Automation Products, L.L.C. (Maxinm), which acquired
all subsequent contracts. FSH Services provided capital for the
new venture and becane a partner in Maxim

On Cctober 5, 2006, the U.S. District Court for the Southern
District of California found OBrien guilty of 1 count of
conspiracy to defraud the United States, 6 counts of tax evasion,
6 counts of tax evasion--aiding and abetting, and 28 counts of
aiding and assisting the filing of false incone tax returns. The
court sentenced her to over 10 years in prison.

On Cctober 6, 2006, the District Court found Evans guilty of
1 count of conspiracy to defraud the United States, 6 counts of
tax evasion--aiding and abetting, and 12 counts of aiding and
assisting the filing of false incone tax returns. The court
sentenced himto over 6 years in prison. Joe Alfred |zen, Jr.
(lzen), petitioners’ counsel in these cases, represented Evans in
his trial. Petitioners were aware of and consented to |lzen's
representation of Evans in spite of potential conflicts of

i nterest between petitioners and Evans.
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Because of these crimnal convictions, Evans and O Brien no
| onger served as trustees. The Swansons chose a friend, Mark
Corcoran (Corcoran), as the new trustee of FSH Servi ces.
OPI NI ON
Petitioners argue that FSH Services is a valid entity
i ndependent of the Swansons and that all transactions invol ving
FSH Servi ces shoul d be respected for Federal tax purposes.
Respondent argues that the Swansons shoul d be taxed on incone of
FSH Servi ces and adduces three alternative theories as to why:
1) FSH Services is a shamtrust that has no econom c substance;
2) the assignnent of incone doctrine applies; or 3) the grantor
trust provisions apply. W agree with respondent on the first

t heory.

Burden of Proof

Petitioners bear the burden of proof in these cases, and it
has not shifted under section 7491(a). See Rule 142(a); Welch v.
Hel vering, 290 U. S. 111, 115 (1933). Petitioners did not
cooperate during |IRS exam nations but obstructed them by refusing
to produce certain docunents or to answer questions. See sec.
7491(a)(2)(B). Petitioners were confrontational and insulting to

t he revenue agents.

Mor eover, even though their testinony and exhibits are
vol um nous, petitioners did not present credible evidence that

FSH Servi ces had econom ¢ substance. See sec. 7491(a)(1). The
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evi dence that they did produce was underm ned by their
i nplausible clains. Their testinony about events and their
expl anati ons of inproper deductions were not credible. (For
exanple, Ms. Swanson, during her testinony, attenpted to justify
the FSH Services deduction of the costs of famly neals and a
trip by petitioners to Hawaii as “managenent expenses”.) W are

not required to accept testinony that is inprobable or vague.

See Ceiger v. Conm ssioner, 440 F.2d 688, 689-690 (9th G

1971), affg. T.C Meno. 1969-159; Sanderlin v. Conmm ssioner, T.C

Meno. 2008-209.

The Swansons’ testinony was i nprobable. They claimthat the
trust they established, with the effect of their reporting
mnimal tax liability on substantial profits of the business, was
not tax notivated. Petitioners contend that they created their
business within the trust for “asset protection” purposes. Yet
t he Swansons, according to their testinony, inexplicably gave
away their 96 capital units of FSH Services for nothing nore than
a stranger’s promse of a loan. Petitioners present no evidence
of this transaction or of the unknown, off-shore Loire Trust. It
is not plausible or credible that the Swansons, gravely concerned
about protecting assets, would have given away their |egal and

beneficial interests in the business that was their |ivelihood.

The Swansons closely interacted with Evans and O Bri en but

deny that they ever discussed tax avoi dance. Evans, however, has
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| ong been involved with the abusive trusts, and both he and
O Brien pronoted tax evasion schenmes to their clients. See

Buckmaster v. Comm ssioner, T.C Meno. 1997-236; see also United

States v. Evans, No. 03CR1110-L (S.D. Cal. Cct. 6, 2006) (finding

Evans guilty of tax evasion aiding and abetting, anong ot her

crinmes); United States v. O Brien, No. 03CR1110-L (S.D. Cal. Cct.

5, 2006) (finding OBrien guilty of tax evasion aiding and

abetting, anong other crines), affd. sub nom United States v.

Cook, 261 Fed. Appx. 52 (9th Gr. 2007). W do not believe that
Evans did not pronote tax avoidance as a primary objective when

proposing his trust schenes to the Swansons.

The Swansons al so directly denonstrated tax-protester
actions, including witing “coactus feici” in the jurat boxes of
their tax returns for the years in issue. Ms. Swanson
understood that coactus feci neant “sonething like [signing the
return] but under protest, or not protest but reserving ny rights
kind of thing”. M. Swanson’s hostile actions against the
exam ni ng agents were consistent with protester attitudes. Their
associ ates playing roles in these cases naintained simlar

positions in other cases. See Corcoran v. Conm ssioner, T.C

Meno. 2002-18 (Corcoran, a trained accountant, brought standard
tax-protester argunents before the Court, which inposed a section
6673(a) penalty for his insistence in pursuing frivol ous

contentions), affd. 54 Fed. Appx. 254 (9th Cr. 2002); Caral an
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Trust v. Conm ssioner, T.C Meno. 2001-241 (Doerr was the trustee

of trusts used by taxpayers to avoid tax and shift inconme and, as
a result, the Court deternmined a penalty of $12,500 was warranted
for frivolous clainms and positions). Gven their antitax
position, inplausible clains, and dearth of credible evidence, we
do not accept petitioners’ assertion that they established the
trust for nontax business reasons. They have not satisfied the
prerequisite to shifting the burden of proof under section

7491(a) (2).

Di sregard of FSH Services

Tax notivation alone is not a ground to disregard FSH
Services for Federal tax purposes. A taxpayer has the right to
el ect a business formto mnimze or altogether avoid the
i ncidence of taxation by any neans that the |aw permts. See

Gegory v. Helvering, 293 U S. 465, 469 (1935). This right,

however, does not grant the taxpayer |leeway to structure a paper
entity to avoid tax when that entity is wthout economc

substance. Znuda v. Conm ssioner, 79 T.C. 714, 719 (1982), affd.

731 F.2d 1417 (9th Gr. 1984). Nor is the Governnent required to

sinply accept a taxpayer’s election of business form where that

formis a sham Hoggins v. Smth, 308 U S. 473, 477 (1940).
| nstead, the Governnent should disregard the sham as any ot her
result would allow the schenes of the taxpayer to supersede the

law. 1d.
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Application of these principles requires us to | ook beneath
the surface of a purported trust and examne its econonic

reality. See Profl. Servs. v. Conm ssioner, 79 T.C. 888, 924

(1982). If a trust has no econom c substance apart fromtax
considerations, the trust is not recogni zed for Federal tax

pur poses. Markosian v. Comm ssioner, 73 T.C 1235, 1244-1245

(1980). W consider the following factors to determ ne whet her
FSH Servi ces | acks econom ¢ substance: (1) Wether the Swansons’
rel ationship as settlors to the property differed materially
before and after the trust’s creation; (2) whether the trust had
trustees who could act independently of the Swansons; (3) whether
any econom c interest passed to other trust beneficiaries; and
(4) whether the Swansons respected the restrictions placed on the
operation of FSH Services as set forth by the indenture or the

| aw of trusts. ld. at 1243-1244; accord Sparkman v.

Comm ssi oner, 509 F.3d 1149, 1155 (9th Gr. 2007), affg. T.C

Meno. 2005-136.
Wth respect to the first factor, we | ook beyond the naned
settlor to the economc reality of the purported trust in order

to determine the true settlor. See Zmuda v. Conmmi SSioner, supra

at 720. Cache, the naned settlor, appeared out of nowhere and
transferred $100 to create FSH Services. Once it had served this
pur pose, Cache conveniently disappeared fromthe record. This

exact scenario occurred in another case involving Evans where we
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determ ned Cache to be a “straw man”. Buckmast er v.

Commi ssi oner, supra. Here, too, Cache was a nom nal settl or.

Petitioners contend that the Swansons never transferred any
property to FSH Services and therefore cannot be its settlors.
The economc reality of the creation of FSH Services, however, is
that only the Swansons funded the trust in any neani ngful way,
first with an initial $200, then nore funds anmounting to $3, 400.
These anmounts, along with the use of the Swansons’ residence, are
the only physical assets that started FSH Services and the
business within. Petitioners state that FSH Services “started
wi th nothing”, but they ignore these assets with which the
Swansons initially funded FSH Servi ces.

Petitioners also disregard the intangible assets that the
Swansons supplied to FSH Services. The trust had no potenti al
val ue without the services of the Swansons, especially M.
Swanson’s skills and resources. The conbination of $3,600 in
capital and the Swansons’ talents was the principal asset and
i ncone producer for FSH Services. As the only persons to put
anything of value into the trust, the Swansons are the true
settlors of FSH Servi ces.

We now | ook to whet her the Swansons’ relationship to trust
property differed materially before and after creation of FSH
Services. Petitioners argue that the business was fornmed w thin,

and not transferred to, the trust. Thus, they claim the
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Swansons coul d not have had a relationship with the business
before the trust because the business did not exist at that
point. The business of FSH Services, however, was nothing nore
than M. Swanson’s array of incone-producing skills. These
service skills cannot be transferred solely to the trust, and
they remain as inherent to M. Swanson after the creation of the
trust as they were before. Mreover, the Swansons’ access to
their residence, their tools, and their initial funds did not
mat eri al |y change because of the trust. The |line between trust
property and personal property was often blurred as the Swansons
used trust funds to pay for clearly personal expenses of
t hensel ves and their children. The Swansons’ relationship to the
property did not differ in any material aspect before and after
the creation of the trust.

The second factor is whether FSH Services had trustees who
coul d act independently of the Swansons. This factor would
i nclude the power to prevent the Swansons from acti ng agai nst the

interests of the beneficiaries. See Markosian v. Conni Ssi oner,

supra at 1244. The failure of a trustee to have any neani ngful
role in the operation of the trust has been repeatedly cited by
this Court as evidence that the entity |acks econom ¢ substance.

See Zmuda v. Conmmi ssioner, supra at 720-721; Para Techs. Trust v.

Commi ssioner, T.C Menp. 1994-366, affd. w thout published

opi nion sub nom Anderson v. Conm ssioner, 106 F.3d 406 (9th Gr
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1997). Petitioners interpret this factor as satisfied because
the trustees, especially Evans, were actively involved in the
busi ness. Petitioners argue that Evans signed multiple business
letters and m nutes of FSH Services. The nane on the docunents,
however, is not persuasive evidence of Evans’s independent
control

Evans paid what he was told by the Swansons to pay and
si gned what he was told to sign. M. Swanson, not Evans, decided
what contracts woul d be accepted and whi ch ones he woul d perform
as an individual and which would be attributed to FSH Servi ces.
When t he Swansons di sagreed with Evans’s use of an FSH Servi ces
bank account, apparently to his own benefit and not that of the
trust, they forced Evans to surrender the trust’'s checkbook. The
Swansons transferred the main asset of FSH Services, the
busi ness, to Maximalong with all new engi neering contracts and
t he acconpanying income. No trustee had the power to prevent
this from happeni ng, and FSH Servi ces funded the Swansons’ new
busi ness. The Swansons coul d not be renoved fromtheir positions
as managenent officers wi thout prior notice, while the trustees
were not entitled to such notice. The evidence establishes that
t he Swansons hel d perpetual control of FSH Services and that FSH

Servi ces | acked i ndependent trustees. See United States v.

Scott, 37 F.3d 1564, 1571 (10th Gir. 1994).
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As to the third factor, petitioners failed to prove that an
econom c interest ever passed to any beneficiary of FSH Services.
For the years in issue, the purported beneficiaries were the
Loire Trust (96 units) and the Swanson children (4 units). FSH
Services, as a sinple trust, was required to distribute all of
its current incone for the taxable year to the beneficiaries.

See sec. 1.651(a)-1, Incone Tax Regs. FSH Services Forns 1041
and Schedules K for the years in issue reflect substantial incone
distributions to the Loire Trust. However, none of these

di stributions can be substantiated fromthe evidence. To the
contrary, the income of FSH Services remai ned under the control

of petitioners. There is no persuasive corroboration that the
Loire Trust exists as an entity.

Wth respect to the children, the Swansons provided letters
to Evans that waived their children’ s beneficial distributions
for the years in issue. Wiile the children did receive benefits
paid fromthe trust such as school tuition, nedical insurance,
braces, and ot her personal expenses, they did not receive themin
their capacity as beneficiaries of FSH Services. The paynents
for the benefit of the children were disguised as deducti bl e
expenses of the trust. Ms. Swanson admtted during her

testinony that FSH Services paid and deducted as expenses tuition

for the children and all nmedical costs for the famly.
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Moreover, the trust certificate shows that Cache was
initially assigned the 100 capital units of FSH Services. Two
months | ater, Cache transferred its 100 units to the Swansons and
their children. The Swansons transferred their units a little
over a year later to the Loire Trust. These transfers took place
wi th no evidence that the previous “beneficiaries” ever received
any consideration for their capital units. This paper shuffling
further shows the |lack of economc reality of these arrangenents.

See Sparkman v. Conmi ssioner, T.C. Menpb. 2005-136. W concl ude

that no economc interest passed to any of the all eged
beneficiaries of FSH Services.

In considering the fourth factor, we | ook to whether the
Swansons were bound by any restrictions inposed by the indenture
of FSH Services or the |law of trusts. The record shows that the
Swansons di sregarded the purported separateness of the trust.
Several properties were used interchangeably between the Swansons
and the trust including the Swansons’ residence, the workshop,
and tools. The Swansons had and used access to trust bank
accounts and used trust incone to pay their personal expenses.

The trust indenture states that a successor trustee can be
appoi nted by another trustee, the protector, or a court through
the request of the capital unit holders. The Swansons, who hel d
none of those titles, disregarded the indenture and chose their

friend Corcoran as successor trustee.
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The Swansons al | egedly pursued Evans over m ssing funds of
FSH Servi ces, supposedly on behalf of their children’ s 4-capital-
unit interest and through a self-proclained fiduciary duty. The
i ndenture grants the “protector” MLeod the fiduciary
responsibility to proceed against the trustees on behalf of the
beneficiaries. It also grants the protector the right to access
trust records. Again, the Swansons ignored the trust instrunent
and acted as the owners of trust assets. The Swansons’ actions
were inconsistent with the restrictions set forth in the
i ndenture or the |laws of trust.

The four factors for testing the economc reality of FSH
Services wei gh heavily against petitioners. |n accordance with

Mar kosi an v. Conm ssioner, 73 T.C. 1235 (1980), we concl ude that

FSH Services is a shamtrust |acking econom c substance for
Federal tax purposes. Having found the trust structure of FSH
Services to be a sham we hold that the income in issue is
taxabl e wholly to the Swansons. Because we reach this hol ding
under a shamtrust theory, we need not consider respondent’s
alternative argunents applying grantor trust provisions or the
assi gnnent of incone doctrine.

Petitioners alternatively argue that if FSH Services is not
recogni zed for Federal tax purposes, then Evans should be |iable

for the amounts at issue under a theory of attribution of incone.
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Petitioners contend that Evans, and not the Swansons, received,
mai nt ai ned, and enjoyed the inconme in issue.

A wel | -established principle of tax lawis that inconme is

taxed to the person who earns it. Lucas v. Earl, 281 U S 111

114-115 (1930). This taxing of incone cannot “be escaped by
anticipatory arrangenents and contracts however skil[l]fully
devised to prevent the salary when paid fromvesting even for a
second in the man who earned it.” 1d. at 115. The determ nation
of the proper taxpayer depends upon which person or entity in
fact controls the earning of the incone rather than who

ultimately receives the incone. See Vnuk v. Comm ssioner, 621

F.2d 1318, 1320 (8th Cr. 1980), affg. T.C. Meno. 1979-164.

The Swansons used their expertise, |abor, goodw ||, and
nmoney to start up and nmaintain the business that earned incone
t hrough FSH Services for the years in issue. M. Swanson nmade
all the business decisions free from demands or direction by
anyone el se. He decided who FSH Services would work with, how
many jobs to take, how nmuch to charge, and even which jobs woul d
be done through the auspices of FSH Services and which jobs he
woul d take on personally. He sought custoners, hired and managed
contractors, nade proposals, and reviewed contracts. The
Swansons controlled who received the noney earned by their
services, be it FSH Services, Maxim or the Swansons thensel ves

t hrough M. Swanson’s own worKk.
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That the Swansons placed Evans in a figurehead position with
signature authority over their accounts does not alter their
control over the earnings of the inconme in issue anynore than
does their giving away all their beneficial interests to the
Loire Trust. That Evans, well after the years in issue, nay have
di verted funds does not alter the Swansons’ control over the
earnings of that incone during the years in issue. The Swansons
ultimately directed when, where, and wth whomtheir earnings
woul d be placed. Consequently, the Swansons, and not Evans, are
liable for the anbunts at issue as the incone they earned through
their services can be attributed only to them

Period of Limtations

Wt hout ever having pleaded the issue, petitioners, alnost
as an afterthought in their briefs, argue that the deficiencies
are barred by the 3-year statute of limtations under section
6501. W need not consider an issue not properly raised. See

Rul e 39; Mecomyv. Comm ssioner, 101 T.C 374, 382 (1993), affd.

wi t hout published opinion 40 F.3d 385 (5th Cr. 1994). The
answer here, however, is clear: section 6501(e)(1)(A) provides
that tax may be assessed within 6 years after a returnis filed
where, as here, a taxpayer omts fromgross incone “an anount
properly includible therein which is in excess of 25 percent of

t he amount of gross inconme stated in the return”. Because the
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Swansons omtted incone in the anbunts set forth in our findings,

section 6501(e) applies.

Sel f - Enpl oynent Tax

Petitioners contend that the Swansons are not |iable for
sel f-enpl oynent taxes solely because the incone in issue is not
attributable to them Because we hold that the Swansons earned
the incone, they are liable for the self-enploynent tax inposed
by section 1401 and entitled to the rel ated deducti on under
section 164(f).
Deduct i ons

Petitioners argue that the Swansons are entitled to Schedul e
C deductions in excess of those allowed by respondent for the
years in issue. Taxpayers bear the burden of proving that they

are entitled to any deductions clained. New Colonial Ice Co. v.

Hel vering, 292 U S. 435 (1934); Rockwell v. Comm ssioner, 512

F.2d 882, 886 (9th Cr. 1975), affg. T.C. Meno. 1972-133.
Taxpayers are required to naintain records that are sufficient to
enable the IRS to determne their correct tax liability. See
sec. 6001; sec. 1.6001-1(a), Inconme Tax Regs. Taxpayers mnust
substanti ate both the anobunt and the purpose of the clained

deductions. Higbee v. Conm ssioner, 116 T.C 438, 440 (2001).

Taxpayers mnmust also show that the RS s determnations as to

deductions are in error. Rule 142(a); Wl ch v. Helvering, 290

U S at 115.
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In their reply brief, petitioners specify itens and anmounts
that they still claimare deductible. Petitioners, however, do
not cite evidence that substantiates these deductions or shows
any error in the |RS s determ nations. For exanple, petitioners
claim $2,773 should be allowed as a deduction for “FSH Services
Conti nui ng Education” in 1994. The first $2,320 of this
“busi ness expense” was for “Beneficiary Education”, which
apparently was the tuition paynents for the private education of
t he Swansons’ children. The remaining $453 was for “Oficer
Education”, which apparently was a subscription to an undi scl osed
newsl etter and | aw books. No effort is nade to explain how this
tuition reinbursenent, an untitled newsletter, and tersely
described “l aw books” relate to the ordinary and necessary
expenses of the Swansons’ business. See sec. 162(a). Moreover,
t he docunents petitioners submtted, i.e., self-generated or
generic receipts, scrawl ed notes, and a copy of the front of one
check, are unreliable.

The record establishes only that petitioners are trying to
cl ai m personal expenses as busi ness deductions. See sec. 262(a).
It does not support any all owances not already conceded by
respondent.

Accur acy-Rel ated Penalties

Respondent determ ned that the Swansons are |iable for

section 6662(a) accuracy-related penalties for all years in
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i ssue. Section 6662(a) inposes a 20-percent accuracy-related
penalty on the portion of an underpaynent of tax attributable to
any one of various factors, including any substanti al
understatenent of income tax. See sec. 6662(b)(2). A
substanti al understatenent exists if the anmount of the
under st at ement exceeds the greater of 10 percent of the tax
required to be shown on the return or $5,000. Sec.
6662(d) (1) (A).

Under section 7491(c), the Comm ssioner bears the burden of
production with regard to penalties and nust conme forward with
sufficient evidence indicating that it is appropriate to inpose

penal ties. Hi gbee v. Conm ssioner, supra at 446. However, once

t he Comm ssioner has net the burden of production, the burden of
proof remains with the taxpayer, including the burden of proving
that the penalties are inappropriate because of reasonabl e cause
or substantial authority. 1d. at 446-447. Respondent’s burden
of production is net by proof that the Swansons substantially
understated their inconme tax because they failed to properly
report the inconme they earned.

Section 6662(a) penalties are inapplicable to the extent the
t axpayers had reasonabl e cause and acted in good faith. Sec.
6664(c)(1). Petitioners argue that they are not |liable for this
penal ty because they did not understate their Federal incone tax.

This is so, petitioners contend, because FSH Services was a
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taxable entity separate fromthem and not a sham W have,
however, already held that FSH Services was a sham G ven the
evi dence presented, we conclude that petitioners neither had
reasonabl e cause for their underpaynents nor acted in good faith.
W sustain respondent’s determ nation on this issue.

Section 6673

Section 6673(a)(1l) prescribes a penalty not in excess of
$25, 000 when a taxpayer: (1) Institutes or maintains a
proceeding primarily for delay, (2) pursues a position in this
Court that is frivolous or groundless, or (3) unreasonably fails
to pursue avail able admnistrative renedies. Petitioners contend
t hat they brought these cases in good faith and were able
drastically to reduce the determ ned defi ci encies.

The Swansons’ tax liabilities are reduced fromthe anounts
determned in the notices of deficiency, but this aspect al one
does not avoid a section 6673 penalty. The reduction was not
based on any evidence produced or argunents nmade by petitioners,
and respondent’s concessi ons woul d have probably occurred during
the adm nistrative process if petitioners had cooperated rather
t han obstructed the exam nation. See sec. 6673(a)(1)(C; Suri v.

Comm ssioner, T.C Meno. 2004-71, affd. 96 AFTR 2d 2005- 6526 (2d

Cir. 2005); Caralan Trust v. Comm ssioner, T.C Meno. 2001-241;

Giest v. Comm ssioner, T.C. Mnpb. 1995-165; see al so Ruocco V.

Comm ssioner, T.C Meno. 2002-91, affd. 346 F.3d 223 (1st G
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2003). The argunents petitioners assert regarding the economc
reality of their trust have been universally rejected by this and

ot her courts. See MatrixlnfoSys Trust v. Comm ssioner, T.C

Meno. 2001-133, affd. sub nom Hrom ko v. Conm ssioner, 56 Fed.

Appx. 359 (9th Cir. 2003).

Petitioners claimthat the Court at the conclusion of the
trial recognized the uniqueness of their trust, but the Court’s
statenment was that no such trust ever succeeded in avoiding tax
on earnings of a business and allow ng individuals to deduct
obvi ously personal expenses. Petitioners were warned that their
argunents | acked nerit and had been the basis for sanctions in

prior cases. E.g., Sandvall v. Comm ssioner, T.C. Meno. 1989-

189, affd. 898 F.2d 455 (5th Gr. 1990). Petitioners continued
to press forward with these cases. They created a vol um nous
paper record, but it |acked substance and defied reality. Their
clainms were inplausible and groundl ess, and their cases are not
di stingui shable fromscores of others. Penalties had previously
been i nposed on their chosen associates and others in simlar

circunstances. See Johnson v. Commi ssioner, 289 F.3d 452, 456-

457 (7th Gr. 2002), affg. 116 T.C. 111 (2001); Corcoran V.

Conmi ssioner, T.C. Menp. 2002-18; Caralan Trust v. Conm ssioner,

supra. On the record in these cases, a penalty of $12,500 is

appropriately inposed on the Swansons.
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We have considered the other argunents of the parties, and
they either are without nmerit or need not be addressed in view of
our resolution of the issues.

To reflect the foregoing,

Decision will be entered

under Rul e 155 in docket No.

550-00, and an appropri ate order

will be issued in docket No.

551- 00.



